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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

SW FT, Judge: Respondent determ ned a deficiency of
$1,809,921 in the Federal estate tax of the Estate of Decedent
Sam Horer Mar maduke.

Unl ess otherw se indicated, all section references are to

the Internal Revenue Code in effect as of Septenber 7, 1993 (the



date of decedent's death or the valuation date), and all Rule
references are to the Tax Court Rules of Practice and Procedure.
After settlenent of some issues, the sole remaining issue
for decision is the fair market value, as of the date of
decedent's death, of 366,385 shares of common stock of a closely

hel d corporati on.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme of decedent's death, decedent resided in
Amarillo, Texas. At the tinme the petition was filed, John H
Mar maduke, the executor of decedent's estate, resided in
Amarill o, Texas.

Upon his death in 1993, decedent owned 366, 385 shares or
approxi mately 22 percent of the total outstanding common stock in
Hasti ngs Books, Miusic & Video, Inc. (Hastings). Oher nmenbers of
t he Marnmaduke fam |y owned anot her 957,685 shares or 57 percent
of the total outstanding common stock in Hastings. Together, the
Mar maduke fam |y (including decedent's wife, children, and
grandchil dren) owned 79 percent of the total common stock in
Hast i ngs.

Shar ehol ders unrel ated to the Marnmaduke fam |y, conprising

Hastings enpl oyees and a qualified enpl oyee benefit plan covering
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Hastings enpl oyees (the ESOP), owned the remaining 21 percent of
the total outstandi ng shares of common stock in Hastings.

The stock in Hastings is not listed on any stock exchange
and is not traded over the counter.

As of the valuation date, Hastings was engaged throughout
t he Sout hern and Sout hwestern United States in the business of
operating 103 retail stores that sold prerecorded nusic, books,
and vi deo cassettes.

Hastings was originally created in the 1960's as a retai
subsidiary of Western Merchandi sers, Inc. (Western). Western, in
turn, was a whol esal er and distributor of simlar nerchandise to
stores such as Wal-Mart Stores, Inc. (VWal-Mart). |In 1991,
Hastings was split off from Wstern in a tax-free reorgani zati on
Fol |l owi ng the reorgani zati on, Western was sold to Wal -Mart, and
Western's forner sharehol ders held stock in both Hastings and
Wal - Mart. Pursuant to a 5-year branch service agreenent,
however, Hastings' managenent remai ned dependent upon Western's
headquarters and distribution facilities, information systens,
and accounting functions.

Fromthe date of the 1991 reorgani zation until the val uation
date of Septenber 7, 1993, Hastings was in excellent financial
condition with both sales and profits increasing significantly.

In January of 1993, A .G Edwards & Sons, Inc. (A G

Edwar ds), a val uation conpany, prepared a valuation report of the



fair market val ue of common stock in Hastings. The purpose of
the A.G Edwards' report was to establish the fair market val ue
of an approxi mate 3-percent interest in Hastings conmon stock
held by the ESOP plan. Wen ESOP plan participants purchased a
new honme, needed noney for a child' s education, or term nated
enpl oynent, they had the right to direct the plan to sell shares
of Hastings stock back to Hastings at the then current fair

mar ket value. This "put" option provided liquidity for smal

bl ocks of stock in Hastings held by the ESOP.

Bef ore any discount for |ack of marketability, the A G
Edwar ds' report calcul ated the total value of Hastings as of
January of 1993 to be $100 million. The A G Edwards' report
then applied a 40-percent discount for lack of marketability that
woul d have reflected a value for Hastings stock of $35.45 per
share. However, due to the above-described Iiquidity of ESOP
pl an shares provided by the put option, the A .G Edwards' report
reduced the 40-percent |ack-of-marketability discount in half to
20 percent and opined that the fair market val ue of Hastings
stock held by the ESOP was $47 per share.

In 1993, 18 separate transactions involving small bl ocks of
Hastings stock occurred between enpl oyees, officers, and other
i ndi viduals with an ongoing relationship wth Hastings or
Western, cunul atively representing approxi mtely 1 percent of the

total issued and outstanding shares of stock in Hastings. Al



but two of these transactions occurred at a price per share of
$47.

In June of 1993, decedent sold 7,000 shares of his common
stock in Hastings at $47 per share. Decedent sold 2,000 of these
shares to an officer and treasurer of Wstern who possessed ful
know edge of the financial affairs of Hastings. In Novenber of
1993, petitioner, who is decedent's son and president and CEO of
both Western and Hastings, sold 2,000 shares of his stock in
Hastings at $47 per share.

On June 7, 1994, petitioner tinely filed decedent's Federal
estate tax return. Based on a valuation report of G bbs, Smth &
Schwartzman, a val uation conpany, the fair nmarket val ue of
decedent's 366, 385 shares of stock in Hastings was reported on
decedent's estate tax return at $13, 384, 044, or $36.53 per share.

On audit, based largely on the transactions in Hastings
stock that occurred in 1993, respondent determ ned that the total
fair market val ue of decedent's shares of stock in Hastings was
$17, 220, 095, or $47 per share. Based thereon, respondent
determ ned an increase in the value of decedent's gross estate of

$3, 836, 050.

OPI NI ON
For Federal estate tax purposes, property is generally

included in a gross estate at its fair market value on the date
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of death. See sec. 2031(a); sec. 20.2031-1(b), Estate Tax Regs.
Fair market value is defined as the price at which property woul d
change hands between a willing buyer and a willing seller,

nei t her bei ng under any conpul sion to buy or sell and both having

reasonabl e know edge of relevant facts. See United States v.

Cartwight, 411 U S. 546, 551 (1973); Estate of Brookshire v.

Comm ssioner, T.C Meno. 1998-365; sec. 20.2031-1(b), Estate Tax

Regs.
Fai r market val ue involves a question of fact, and facts
reasonably known on the valuation date are particularly rel evant.

See Estate of Newhouse v. Conm ssioner, 94 T.C 193, 217-218

(1990); Estate of Brookshire v. Conm ssioner, supra. Arms-

| ength sales of stock within a reasonable tine before and after
the appropriate valuation date are strong indicators of fair

mar ket value. See Estate of Andrews v. Conmi ssioner, 79 T.C.

938, 940 (1982); Estate of Brookshire v. Conm ssioner, supra.

Addi tional factors that are relevant in val uing shares of
stock in closely held corporations are: The financial condition
of the corporation, the value of listed stock of corporations
engaged in simlar |ines of business, the corporation' s net
worth, the size of the block of stock to be valued, and the
earni ng and divi dend paying capacity of the corporation. See

Est at e of Newhouse v. Conm Sssioner, supra at 217-218; Estate of

Hall v. Conmm ssioner, 92 T.C 312, 336 (1989); Estate of Wi ght




v. Comm ssioner, T.C Meno. 1997-53; sec. 20.2031-2(f)(2), Estate

Tax Regs.; Rev. Rul. 59-60, 1959-1 C. B. 237, 238-239. Also, in
val uing closely held corporations, discounts may be warranted to
reflect the stock's |ack of marketability and [imtations on

transferability. See Estate of Newhouse v. Conmm Ssioner, supra

at 249; Estate of Andrews v. Conmi ssioner, supra at 953; Estate

of Brookshire, supra.

We wei gh expert witness testinony offered by the parties in
light of particular facts and circunstances of each case. See

Hel vering v. National Gocery Co., 304 U S 282, 294-295 (1938);

Seagate Tech., Inc. & Consol. Subs. v. Comm ssioner, 102 T.C

149, 186 (1994); United Parcel Serv. of Am, Inc. v.

Conmi ssioner, T.C. Menp. 1999-268.

Petitioner's first expert, using a 60-percent discount for
| ack of marketability, values the shares of decedent's stock in
Hastings at $9, 210,000, or $25.15 per share. Petitioner's first
expert reached this opinion by: (1) Using the guideline conpany
met hod of val uation and conparing Hastings to several publicly
traded corporations engaged in simlar |ines of business;
(2) using the guideline nmerged-and-acquired conpany nethod and
conparing simlar corporations that were bought or sold within a
reasonable time of the valuation date; and (3) using the
di scounted cash-flow nethod. Due to alleged | ack of independent

bar gai ni ng and negotiations relating to the $47 price reflected
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in the 1993 transactions involving Hastings stock, petitioner's
first expert entirely rejects the transacti on nethod.
Petitioner's second expert, using a 40-percent |ack-of-
mar ketabi ity di scount, values the shares of decedent's stock in
Hastings at $12, 658,602, or $34.55 per share. Petitioner's
second expert relies solely on the guideline conpany and
di scounted cash-fl ow nethods while rejecting the transaction and
ot her val uati on nethods as inappropriate indicators of val ue.
Respondent' s expert, using a 15-percent | ack-of-
mar ket abi ity di scount, val ues decedent's shares of stock at
$17, 220, 095, or $47 per share. Respondent's expert utilizes the
gui del i ne conpany, the discounted cash-flow, and the transaction
met hods of val uati on.
In the schedul e bel ow, we sumari ze the total equity val ue
of the Hastings corporation, the discount for |ack of
mar ketability, and the per-share value of the Hastings stock as
reflected in the 1993 A G Edwards' report and in the reports of
the parties' expert wtnesses. Wth regard to the A .G Edwards
report, in the schedule we reflect separately the indicated val ue
for the Hastings shares of stock owned in general and for those

stocks held by the ESOPR.!

1 At trial and on brief, neither party relies on the $36.53

per -share val ue of decedent's Hastings stock reflected on

decedent's Federal estate tax return. Accordingly, we do not
(continued. . .)



A. G Edwards A. G Edwards Petitioner's Petitioner's Respondent' s
Cener al ESOP First Expert Second Expert Expert

Equity Val ue $100, 000, 000* $100, 000, 000* $106, 000, 000* $97, 740, 000* $115, 175, 500*
Di scount 40% 20% 60% 40% 15%
Val ue Per Share $35. 45 $47 $25. 15 $34. 55 $47

* Represents the approxinmate average
equity value for Hastings from al
net hods utilized by each expert.

We conclude that the total equity value of Hastings was $100
mllion on the valuation date. This falls within the range for
the estimated equity value of Hastings reflected in the reports
of each of the experts and in particular is supported by the 1993
A. G Edwards' report.

As indicated, in determning the fair market val ue of
decedent's 366, 385 shares of stock in Hastings, the parties
experts all agree that sone discount reflecting | ack of
marketability is appropriate. They di sagree, however, as to the
percentage -— suggesting 15 to 60 percent.

Wth regard to the appropriate marketability di scount for
smal | bl ocks of stock in Hastings, the testinony of the officer
and treasurer of Western is significant. He testified that $47
per share (reflecting a 20-percent discount) was a fair and

accurate price for the 2,000 shares of stock he purchased from

(...continued)
reflect that valuation in the schedule, nor do we refer to it
again in the opinion.
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decedent shortly before the valuation date. He stated that at no
time was he under conpul sion to buy or sell the shares of stock

The val ue, however, of decedent's large, mnority block of
366, 385 shares of stock in Hastings is not controlled by the
val ue of 2,000 shares nor by the other 1993 transactions
involving small bl ocks of Hastings stock. Respondent's expert
relies heavily on transactions cumul atively representing | ess
than 1 percent of Hastings common stock. Decedent's stock, on
the other hand, represents sone 14 tinmes the total nunber of
shares of stock exchanged during 1993.

W note that the A.G Edwards' report reduced the 40-percent
di scount for lack of marketability that it would use for Hastings
stock in general to a 20-percent discount only because of the
liquidity available to the Hastings stock held by the ESOP.

We regard a 15- or 20-percent |ack-of-marketability discount
as i nadequate in valuing decedent's shares. It is clear that
decedent's large, mnority bl ock of Hastings stock was not
readily marketable and that a significant |ack-of-marketability
di scount is appropriate. Several studies in evidence confirm
that discounts for lack of marketability of stock in closely held
corporations often exceed 30 percent.

I n reaching our conclusion as to the appropriate | ack-of-
mar ketability discount to apply to decedent's stock in Hastings,

we regard the follow ng factors as supporting a significant
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di scount: The lack of a ready market for the Hastings shares,
the conparatively small size of prior transactions relative to
the size of decedent's block of stock, the continued dependence
of Hastings on the branch service agreenent with Western, and the
general credibility of the AG Edwards' report.

O her factors, however, also indicate to us a marketability
di scount considerably | ess than the 40- and 60-percent discounts
suggested by petitioner's experts. The several transactions of
Hastings stock that did occur in 1993 at $47 per share were not
in any way factored into the cal cul ations of petitioner's
experts, and Hastings was in excellent financial condition as of
t he val uation date.

Based on the evidence, we conclude that the appropriate
di scount for lack of marketability of decedent's 366, 385 shares
of common stock in Hastings is 30 percent.

Appl ying the 30-percent | ack-of-marketability discount to
the $100 million total equity value of Hastings yields a fair
mar ket val ue of $41.51 per share. W conclude that, as of
Septenber 7, 1993, the value of decedent's 366, 385 shares of
common stock in Hastings was $15, 208,641 ($41.51 tinmes 366, 385
equal s $15, 208, 641).

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




